




Selected Abbreviations and Notation

β 5 beta (a measure of systematic risk)
Δ 5 change (e.g., DP 5 change in price level, DS 5 change in sales level)
ρ 5 correlation
σ2 (σ) 5 variance (standard deviation)
x 5 fractional weight of investment or component of capital
Add WC 5 addition to working capital
APR 5 annual percentage rate
ARR 5 accounting rate of return
b 5 dividend payout ratio
C 5 coupon payment (bond), call option value
Cap Exp 5 capital expenditures
CF 5 cash flow
CF Opns 5 cash flow from operations
CFI 5 cash flow to investors
CFLTA 5 cash flow invested in long-term assets
CFNWC 5 cash flow invested in net working capital
CFOA 5 cash flow from operating activity
CIP 5 call interest premium
CO 5 crossover level of unit sales
COGS 5 cost of goods sold
CV 5 coefficient of variation
D 5 dividend (stock)
D&A 5 depreciation and amortization
DOL 5 degree of operating leverage
DPO 5 days’ payables outstanding
DRP 5 default risk premium
DSI 5 days’ sales in inventory
DSO 5 days’ sales outstanding
E(•) 5 expected value (E(R) 5 expected return, etc.)
EAC 5 equivalent annual cost
EAR 5 EAY 5 effective annual rate (yield)
EBIT 5 earnings before interest and taxes
EBITDA 5 earnings before interest, taxes, depreciation, and amortization
EBT 5 earnings before taxes
EFN 5 external funding needed
EOQ 5 economic order quantity
EROA 5 EBIT return on assets
F 5 face value (bond)
FC 5 fixed costs
FCF 5 free cash flows
FCFE 5 free cash flow to equity
FCFF 5 free cash flow from the firm



FV 5 future value
FVAn 5 future value of an annuity
FXR 5 foreign exchange or currency risk premium
g 5 growth rate
i 5 nominal rate of interest
IGR 5 internal growth rate
IRR 5 internal rate of return
k 5 cost of capital (debt or equity)
m 5 number of payments per year
MAT 5 maturity adjustment to cost of a loan
MRP 5 marketability risk premium
MV 5 market value
n 5 number of periods
NCF 5 net cash flow
NCFOA 5 net cash flow from operating activities
NOPAT 5 net operating profits after tax
NPV 5 net present value
NWC 5 net working capital
OC 5 operating cycle
Op Ex 5 cash operating expenses
p 5 probability
P 5 price (P0 5 price at time zero, etc.), put option value
P/E ratio 5 price/earnings ratio
PB 5 payback period
PI 5 profitability index
PR 5 prime rate
PV 5 present value
PV annuity factor 5 present value of annuity factor
PVAn 5 present value of an annuity
PVP 5 present value of a perpetuity
r 5 real rate of interest
R 5 return (Rrf 5 risk free, Ri, RPortfolio, etc.)
ROA 5 return on assets
ROE 5 return on equity
S 5 Sharpe Ratio
SGR 5 sustainable growth rate
t 5 tax rate
TV 5 terminal value
V 5 value (e.g.,VFirm 5 VAssets 5 VDebt 1 VEquity)
VC 5 variable costs
WACC 5 weighted average cost of capital
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We have written Fundamentals of Corporate Finance for use in an introductory course in 
corporate f nance at the undergraduate level. It is also suitable for advanced undergraduate, 
executive development, and traditional or executive MBA courses when supplemented with 
cases and outside readings. T e main chapters in the book assume that students are well-versed 
in algebra and that they have taken courses in principles of economics and f nancial accounting. 
Optional chapters covering important economic and f nancial accounting concepts are included 
for students and instructors seeking such coverage.

Balance Between Conceptual Understanding 
and Computational Skills
We wrote this corporate f nance text for one very important reason. We want to provide stu-
dents and instructors with a book that strikes the best possible balance between helping stu-
dents develop an intuitive understanding of key f nancial concepts and providing them with 
problem-solving and decision-making skills. In our experience, teaching students at all levels 
and across a range of business schools, we have found that students who understand the intu-
ition underlying the basic concepts of f nance are better able to develop the critical judgment 
necessary to apply f nancial tools to a broad range of real-world situations. An introductory 
corporate f nance course should provide students with a strong understanding of both the 
concepts and tools that will help them in their subsequent business studies and their personal 
and professional lives.
 Market research supports our view. Many faculty members who teach the introductory 
corporate finance course to undergraduates want a book that bridges the gap between 
conceptually-focused and computationally-focused books. T is text is designed to bridge 
this gap. Specif cally, it develops the fundamental concepts underlying corporate f nance in an 
intuitive manner while maintaining a strong emphasis on developing computational skills. T is 
text also takes the students one step further by emphasizing the use of intuition and analytical 
skills in decision making.
 Our ultimate goal has been to write a book and develop associated learning tools that help 
our colleagues succeed in the classroom—materials that are genuinely helpful in the learning 
process. Our book of ers a level of rigor that is appropriate for f nance majors and yet presents 
the content in a manner that both f nance and non-f nance students f nd accessible and want 
to read. Writing a book that is both rigorous and accessible has been one of our key objectives, 
and both faculty and student reviews of the f rst and second editions suggest that we have 
achieved this objective.
 We have also tried to provide solutions to many of the challenges facing f nance faculty in 
the current environment, who are asked to teach ever-increasing numbers of students with 
limited resources. Faculty members need a book and associated learning tools that help them 
ef ectively leverage their time. T e organization of this book and the supplemental materials, 
along with the innovative WileyPLUS Web-based interface, which of ers extensive problem 
solving opportunities and other resources for students, provide such leverage to an extent not 
found with other textbooks.

Preface
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Preface  ix

A Focus on Value Creation
T is book is more than a collection of ideas, equations, and chapters. It has an important 
integrating theme—that of value creation. T is theme, which is carried throughout the book, 
provides a framework that helps students understand the relations between the various concepts 
covered in the book and makes it easier for them to learn these concepts.
 T e concept of value creation is the most fundamental notion in corporate f nance. It is in 
stockholders’ best interests for value maximization to be at the heart of the f nancial decisions 
made within the f rm. T us, it is critical that students be able to analyze and make business 
decisions with a focus on value creation. T e concept of value creation is introduced in the f rst 
chapter of the book and is further developed and applied throughout the remaining chapters.
 T e theme of value creation is operationalized through the net present value (NPV) con-
cept. Once students grasp the fundamental idea that f nancial decision makers should only 
choose courses of action whose benef ts exceed their costs, analysis and decision making using 
the NPV concept becomes second nature. By helping students better understand the economic 
rationale for a decision from the outset, rather than initially focusing on computational skills, 
our text keeps students focused on the true purpose of the calculations and the decision at hand.

Integrated Approach: Intuition, Analysis, and Decision Making
To support the focus on value creation, we have emphasized three things: (1) providing an 
intuitive framework for understanding fundamental f nance concepts, (2) teaching students 
how to analyze and solve f nance problems, and (3) helping students develop the ability to use 
the results from their analyses to make good f nancial decisions.

1. An Intuitive Approach: We believe that explaining f nance concepts in an intuitive 
context helps students develop a richer understanding of those concepts and gain better 
insights into how f nance problems can be approached. It is our experience that students 
who have a strong conceptual understanding of f nancial theory better understand how 
things really work and are better problem solvers and decision makers than students 
who focus primarily on computational skills.

2. Analysis and Problem Solving: With a strong understanding of the basic principles of 
f nance, students are equipped to tackle a wide range of f nancial problems. In addition 
to the many numerical examples that are solved in the text of each chapter, this book has 
almost 1,200 end-of-chapter homework and review problems that have been written 
with Bloom’s Taxonomy in mind. Solutions for these problems are provided in the 
Instructor’s Manual. We strive to help students acquire the ability to analyze and solve 
f nance problems.

3. Decision Making: In the end, we want to prepare students to make sound f nancial 
decisions. To help students develop these skills, throughout the text we illustrate how the 
results from f nancial analyses are used in decision making.



In order to help students develop the skills necessary to tackle 
investment and f nancing decisions, we have arranged the 
book’s 21 chapters into f ve major building blocks, that collec-
tively comprise the seven parts of the book, as illustrated in the 
accompanying exhibit and described below.

Introduction
Part 1, which consists of Chapter 1, provides an introduction 
to corporate f nance. It describes the role of the f nancial man-
ager, the types of fundamental decisions that f nancial mangers 
make, alternative forms of business organization, the goal of 
the f rm, agency conf icts and how they arise, and the impor-
tance of ethics in f nancial decision-making. T ese discussions 
set the stage and provide a framework that students can use to 
think about key concepts as the course progresses.

Foundations
Part 2 of the text consists of Chapters 2 through 4. T ese chap-
ters present the basic institutional, economic, and accounting 

knowledge and tools that students should understand before 
they begin the study of f nancial concepts. Most of the mate-
rial in these chapters is typically taught in other courses. 
Since students come to the corporate f nance course with 
varying academic backgrounds, and because the time that 
has elapsed since students have taken particular prerequisite 
courses also varies, the chapters in Part 2 can help the in-
structor ensure that all students have the same base level of 
knowledge early in the course. Depending on the educational 
background of the students, the instructor might not f nd it 
necessary to cover all or any of the material in these chapters. 
Some or all of these chapters might, instead, be assigned as 
supplemental readings.
 Chapter 2 describes the services f nancial institutions pro-
vide to businesses, how domestic and international f nancial 
markets work, the concept of market ef  ciency, how f rms use 
f nancial markets, and how interest rates are determined in the 
economy. Chapter 3 describes the key f nancial statements and 
how they are related, as well as how these statements are related 
to cash f ows to investors. Chapter 4 discusses ratio analysis 

Organization and Coverage

Part 1: Introduction
Chapter 1. The Financial 

Manager and 
the Firm

Part 3: Valuation of Future Cash Flows
Chapter 5. The Time Value of Money
Chapter 6. Discounted Cash Flows and 

Valuation
Chapter 7. Risk and Return
Chapter 8. Bond Valuation and the 

Structure of Interest Rates
Chapter 9. Stock Valuation

Part 4: Capital Budgeting Decisions
Chapter 10. The Fundamentals of 

Capital Budgeting
Chapter 11. Cash Flows and Capital 

Budgeting
Chapter 12. Evaluating Project 

Economics
Chapter 13. The Cost of Capital

Part 5: Working Capital Management 
  and Financing Decisions
Chapter 14. Working Capital 

Management
Chapter 15. How Firms Raise Capital
Chapter 16. Capital Structure Policy
Chapter 17. Dividends, Stock 
  Repurchases, and Payout 
  Policy

Part  6: Business Formation,
Growth, Valuation, and
Financial Planning

Chapter 18. Business Formation, 
Growth, and Valuation

Chapter 19. Financial Planning and 
Managing Growth

Part 2: Foundations
Chapter 2. The Financial System and the Level of Interest Rates 
Chapter 3. Financial Statements, Cash Flows, and Taxes
Chapter 4. Analyzing Financial Statements

Introduction Analysis

Basic Concepts

&

Tools
                Integration

Part  7: Options in Corporate 
  Finance and International 
  Decisions
Chapter 20. Options and Corporate

Finance
Chapter 21. International Financial   

Management

x
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and other tools used to evaluate f nancial statements. T rough-
out Part 2, we emphasize the importance of cash f ows to get 
students thinking about cash f ows as a critical component of 
all valuation calculations and f nancial decisions.

Basic Concepts and Tools
Part 3 presents basic f nancial concepts and tools and illus-
trates their application. T is part of the text, which consists of 
Chapters 5 through 9, introduces time value of money and risk 
and return concepts and then applies these concepts to bond 
and stock valuation. T ese chapters provide students with basic 
f nancial intuitions and computational tools that will serve as 
the building blocks for analyzing investment and f nancing 
decisions in subsequent chapters.

Analysis
Parts 4 and 5 of the text focus on investment and f nancing 
decisions. Part 4 covers capital budgeting. Chapter 10 introduces 
the concept of net present value and illustrates its application as 
the principle tool for evaluating capital projects. It also discusses 
alternative capital budgeting decision rules, such as internal 
rate of return, payback period, and accounting rate of return, 
and compares them with the net present value criterion. Finally, 
Chapter 10 also discusses investment decisions with capital 
rationing. T e discussions in Chapter 10 provide a framework 
that will help students in the rest of Part 4 as they learn the nu-
ances of capital budgeting analysis in realistic settings.
 Chapters 11 and 12 follow with in-depth discussions of 
how cash f ows are calculated and forecast. T e cash f ow cal-
culations are presented in Chapter 11 using a valuation frame-
work that helps students think about valuation concepts in 
an intuitive way and that prepares them for the extension of 
these concepts to business valuation in Chapter 18. Chapter 12 
covers analytical tools—such as breakeven, sensitivity, scenario, 
and simulation analysis—that give students a better apprecia-
tion for how they can deal with the uncertainties associated 
with cash f ow forecasts.
 Chapter 13 explains how the discount rates used in capital 
budgeting are estimated. T is chapter uses an innovative 
concept—that of the f nance balance sheet—to help students 
develop an intuitive understanding of the relations between the 
costs of the individual components of capital and the f rm’s 
overall weighted average cost of capital. It also provides a detailed 
discussion of methods used to estimate the costs of the individual 
components of capital that are used to f nance a f rm’s invest-
ments and how these estimates are used in capital budgeting.
 Part 5 covers working capital management and f nanc-
ing decisions. It begins, in Chapter 14, with an introduction to 
how f rms manage their working capital and the implications 
of working capital management decisions for f nancing deci-
sions and f rm value. T is is followed, in Chapters 15 and 16, 
with discussions of how f rms raise capital to fund their real 
activities and the factors that af ect how f rms choose among 
the various sources of capital available to them. Chapter 16 
also includes an extensive appendix on leasing concepts and 
buy vs. lease analysis. Chapter 17 rounds out the discussion of 

f nancing decisions with an introduction to dividends, stock 
repurchases, stock dividends and splits, and payout policy.

Integration
Part 6, which consists of Chapters 18 and 19, brings together 
many of the key concepts introduced in the earlier parts of 
the text. Chapter 18 covers f nancial aspects of business forma-
tion and growth and introduces students to business valuation 
concepts for both private and public f rms. T e discussions in 
this chapter integrate the investment and f nancing concepts 
discussed in Parts 4 and 5 to provide students with a more 
complete picture of how all the f nancial concepts f t together. 
Chapter 19 covers concepts related to f nancial planning, fore-
casting, and managing growth.
 Part 7 introduces students to some important issues that 
managers must deal with in applying the concepts covered in 
the text to real-world problems. Chapter 20 introduces call and 
put options and discusses how they relate to investment and f -
nancing decisions. It describes options that are embedded in the 
securities that f rms issue. It also explains, at an accessible level, 
the idea behind real options and why traditional NPV analysis 
does not take such options into account. In addition, the chapter 
discusses agency costs of debt and equity and the implications 
of these costs for investment and f nancing decisions. Finally, 
Chapter 20 illustrates the use of options in risk management. 
Instructors can cover the topics in Chapter 20 near the end of the 
course or insert them at the appropriate points in Parts 4 and 5. 
Chapter 21 examines how international considerations af ect the 
application of concepts covered in the book.

Unique Chapters

Chapter on Business Formation, Growth, 
and Valuation
We wrote Chapter 18 in response to students’ heightened inter-
est in new business formation (entrepreneurship) and in order 
to draw together, in a comprehensive way, the key concepts 
from capital budgeting, working capital management, and f -
nancial policy. T is capstone chapter provides an overview of 
practical f nance issues associated with forecasting cash f ows 
and capital requirements for a new business, preparing a busi-
ness plan, and business valuation. T e discussion of business 
valuation extends far beyond that found in other introductory 
corporate f nance textbooks.

Chapter on Options and Corporate Finance
Many other corporate f nance textbooks have a chapter that 
introduces students to f nancial options and how they are valued. 
T is chapter goes further. It provides a focused discussion of 
the dif erent types of f nancial and non-f nancial options that 
are of concern to f nancial managers, including options embed-
ded in debt and equity securities, real options and their ef ect 
on project analysis, how option-like payof  functions faced by 
stockholders, bondholders, and managers af ect agency rela-
tionships, and the use of options in risk management.



We have developed several distinctive features throughout the book to aid 
student learning. T e pedagogical features included in our text are as follows:

Proven Pedagogical Framework

When Blockbuster Inc. filed for bankruptcy protection in September 2010, it looked 
like Netflix was unstoppable. With the demise of its major competitor in the video rental 
market, Netflix had become the most successful company in its industry. On the day of 
the Blockbuster filing, Netflix’s stock price closed at $160.47 per share, up from $46.85 
just a year earlier. By early July of the following year, its shares were trading for as much 
as $304.79.

Th en Netfl ix managers made a decision that did not turn out as expected. On July 12, 
2011, they announced a new pricing strategy that would raise prices by as much as 60 percent 
for millions of Netfl ix subscribers who wanted to both rent DVDs by mail and watch video on 
the internet. Th ose two services would be unbundled and, instead of paying $10 per month 
for both, customers would have to buy them separately at a cost of at least $16 per month. 
Customers and investors reacted swift ly and negatively to this 
announcement. During the fi scal quarter from July to Septem-
ber 2011, Netfl ix lost 800,000 U.S. subscribers. Although Netfl ix 
managers did announce in October that they were reversing their 
decision to unbundle the DVD rentals and video streaming, the 
damage had been done. Th e company’s stock price continued to 
drift  down, fi nishing the year at $70 per share.

Th roughout 2012, Netfl ix’s stock price fl uctuated between 
$53.80 and $129.25 per share and it looked unlikely that the 
share price would reach $300 again anytime soon. However, 
on January 23, 2013, Netfl ix surprised investors by announcing 
quarterly earnings of $0.13 per share when analysts were expecting 
a loss of about that amount. Between January 23 and January 25 
of 2013, Netfl ix’s share price jumped from $103.26 to $169.56. 
Subsequent good news about Netfl ix and a general increase 
in stock market prices pushed the share price to $366.31 by 
December 16, 2013.

Netfl ix shares were considered a risky investment even at the 
time of the Blockbuster bankruptcy fi ling, yet few investors would 
have thought that the price of those shares would change as quickly 
and by as much as it did. An investor who purchased Netfl ix 
shares at $300 in July 2011 and sold at $70 on December 2011 

Explain the relation between risk and return.

Describe the two components of a total 
holding period return, and calculate this 
return for an asset.

Explain what an expected return is and 
 calculate the expected return for an asset.

Explain what the standard deviation of 
returns is and why it is very useful in fi nance, 
and calculate it for an asset.

Explain the concept of diversifi cation.

Discuss which type of risk matters to 
 investors and why.

Describe what the Capital Asset Pricing 
Model (CAPM) tells us and how to use it to 
evaluate whether the expected return of an 
asset is suffi cient to compensate an investor 
for the risks associated with that asset.
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CHAPTER OPENER VIGNETTES

Each chapter begins with a 
vignette that describes a real 
company or personal application. 
The vignettes illustrate concepts 
that will be presented in the 
chapter and are meant to 
heighten student interest, 
motivate learning, and demon-
strate the real-life relevance of 
the material in the chapter.

LEARNING OBJECTIVES

The opening vignette is 
accompanied by learning 
objectives that identify the 
most important material for 
students to understand while 
reading the chapter. At the 
end of the chapter, the 
Summary of Learning Objec-
tives summarizes the chapter 
content in the context of the 
learning objectives.

xii
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Choosing between Two Investments

SITUATION: You are trying to decide whether to invest in one or both of two different 
stocks. Stock 1 has a beta of 0.8 and an expected return of 7.0 percent. Stock 2 has a beta 
of 1.2 and an expected return of 9.5 percent. You remember learning about the CAPM in 
school and believe that it does a good job of telling you what the appropriate expected 
return should be for a given level of risk. Since the risk-free rate is 4 percent and the mar-
ket risk premium is 6 percent, the CAPM tells you that the appropriate expected rate of 
return for an asset with a beta of 0.8 is 8.8 percent. The corresponding return for an asset 
with a beta of 1.2 is 11.2 percent. Should you invest in either or both of these stocks?

DECISION: You should not invest in either stock. The expected returns for both of 
them are below the values predicted by the CAPM for investments with the same level 
of risk. In other words, both would plot below the line in Exhibit 7.11. This implies that 
they are both overpriced.
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DECISION-MAKING EXAMPLES

Throughout the book, we emphasize the role of the fi nancial manager as a decision maker. 
To that end, twenty chapters include Decision-Making Examples. These examples, which 
emphasize the decision-making process rather than computation, provide students with 
experience in fi nancial decision making. Each Decision-Making Example outlines a scenario 
and asks the student to make a decision based on the information presented. xiii

LEARNING 
BY 
DOING

A
P

P
L

I
C

A
T

I
O

N
 

 
7

.
1

Calculating the Return on an Investment
PROBLEM: You purchased a beat-up 1974 Datsun 240Z sports car a year ago for 
$1,500. Datsun is what Nissan, the Japanese car company, was called in the 1970s. The 
240Z was the fi rst in a series of cars that led to the Nissan 370Z that is being sold today. 
Recognizing that a mint-condition 240Z is a much sought-after car, you invested $7,000 
and a lot of your time fi xing up the car. Last week, you sold it to a collector for $18,000. 
Not counting the value of the time you spent restoring the car, what is the total return you 
earned on this investment over the one-year holding period?

APPROACH: Use Equation 7.1 to calculate the total holding period return. To cal-
culate RT using Equation 7.1, you must know P0, P1, and CF1. In this problem, you can 
assume that the $7,000 was spent at the time you bought the car to purchase parts and 
materials. Therefore, your initial investment, P0, was $1,500 1 $7,000 5 $8,500. Since 
there were no other cash infl ows or outfl ows between the time that you bought the car 
and the time that you sold it, CF1 equals $0.

SOLUTION: The total holding period return is:

RT 5 RCA 1 RI 5
P1 2 P0 1 CF1

P0
5

$18,000 2 $8,500 1 $0
$8,500

5 1.118, or 111.8%

NEED MORE HELP? 
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LEARNING BY DOING APPLICATIONS

Along with a generous number of in-text examples, most chapters include several 
Learning by Doing Applications. These applications contain quantitative problems 
with step-by-step solutions to help students better understand how to apply their 
intuition and analytical skills to solve important problems. By including these 
exercises, we provide students with additional practice in the application of the 
concepts, tools, and methods that are discussed in the text.

MORE RISK MEANS A HIGHER 
EXPECTED RETURN

The greater the risk associated with an invest-
ment, the greater the return investors expect from 
it. A corollary to this idea is that investors want the highest return for 
a given level of risk or the lowest risk for a given level of return. When 
choosing between two investments that have the same level of risk, in-
vestors prefer the investment with the higher return. Alternatively, if two 
investments have the same expected return, investors prefer the less 
risky alternative.

BUILDING 
Intuition

c07RiskAndReturn.indd Page 201  15/04/14  8:57 PM f-391 /208/WB01302/9781118845899/ch07/text_s

BUILDING INTUITION

Students must have an intuitive understanding of a number 
of important principles and concepts to successfully master 
the fi nance curriculum. Throughout the book, we emphasize 
these important concepts by presenting them in Building 
Intuition boxes. These boxes provide a statement of an 
important fi nance concept, such as the relation between 
risk and expected return, along with an intuitive example 
or explanation to help the student “get” the concept. 
These boxes help the students develop fi nance intuition. 
Collectively the Building Intuition boxes cover the most 
important concepts in corporate fi nance.



END OF CHAPTER PEDAGOGY

Summ ary of  Learning Objectives
Explain the relation between risk and return.

Investors require higher returns for taking greater risk. Th ey prefer 
the investment with the highest possible return for a given level of 
risk or the investment with the lowest risk for a given level of return.

Describe the two components of a total holding period 
return, and calculate this return for an asset.

Th e total holding period return on an investment consists of a 
capital appreciation component and an income component. Th is 
return is calculated using Equation 7.1. It is important to recog-
nize that investors do not care whether they receive a dollar of 
return through capital appreciation or as a cash dividend. Inves-
tors value both sources of return equally.

Explain what an expected return is and calculate the 
expected return for an asset.

Th e expected return is a weighted average of the possible returns 
from an investment, where each of these returns is weighted by the 
probability that it will occur. It is calculated using Equation 7.2.

Explain the concept of diversifi cation.

Diversifi cation entails reducing risk by investing in two or more 
assets whose values do not always move in the same direction at 
the same time. Investing in a portfolio containing assets whose 
prices do not always move together reduces risk because some 
of the changes in the prices of individual assets off set each other. 
Th is can cause the overall variance in the returns of an investor’s 
portfolio to be lower than if it consisted of only a single asset.

Discuss which type of risk matters to investors and why.

Investors care about only systematic risk. Th is is because they can 
eliminate unsystematic risk by holding a diversifi ed portfolio. Diver-
sifi ed investors will bid up prices for assets to the point at which they 
are just being compensated for the systematic risks they must bear.

Describe what the Capital Asset Pricing Model (CAPM) 
tells us and how to use it to evaluate whether the ex-
pected return of an asset is suffi cient to compensate an 
investor for the risks associated with that asset.

Th CA ll h h l b k d
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Th e expected return is a weighted average of the possible returnsTh
from an investment, where each of these returns is weighted by the 

b b l h ll l l d

tells us and how to use it to evalu
pected return of an asset is suffi ciefi
investor for the risks associated w

Summ ary of Key Equations
Equation Description Formula

 7.1 Total holding period return RT 5 RCA 1 RI 5
P1 2 P0

P0
1

CF1

P0
5

DP 1 CF1

P0

 7.2 Expected return on an asset E1RAsset2 5 a
n

i51
1pi 3 Ri2

 7.3 Variance of return on an asset Var1R2 5 σ2
R 5 a

n

i51
5pi 3 3Ri 2 E1R22 4 6
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SUMMARY OF LEARNING OBJECTIVES 
AND KEY EQUATIONS

At the end of the chapter, you will fi nd a 
summary of the key chapter content 
related to each of the learning objectives 
listed at the beginning of the chapter, as 
well as an exhibit listing the key equations 
in the chapter.

S

S

Self-Study Problems
7.1 Kaaran made a friendly wager with a colleague that involves the result from fl ipping a coin. If heads 

comes up, Kaaran must pay her colleague $15; otherwise, her colleague will pay Kaaran $15. What 
is Kaaran’s expected cash fl ow, and what is the variance of that cash fl ow if the coin has an equal 
probability of coming up heads or tails? Suppose Kaaran’s colleague is willing to handicap the bet by 
paying her $20 if the coin toss results in tails. If everything else remains the same, what are Kaaran’s 
expected cash fl ow and the variance of that cash fl ow?

7.2 You know that the price of CFI, Inc., stock will be $12 exactly one year from today. Today the price of 
the stock is $11. Describe what must happen to the price of CFI, Inc., today in order for an investor 
to generate a 20 percent return over the next year. Assume that CFI does not pay dividends.

7.3 Th e expected value of a normal distribution of prices for a stock is $50. If you are 90 percent sure 
that the price of the stock will be between $40 and $60, then what is the variance of the stock price?

7.4 You must choose between investing in Stock A or Stock B. You have already used CAPM to calculate 
the rate of return you should expect to receive for each stock given each one’s systematic risk and 
decided that the expected return for both exceeds that predicted by CAPM by the same amount. In 
other words, both are equally attractive investments for a diversifi ed investor. However, since you 
are still in school and do not have a lot of money, your investment portfolio is not diversifi ed. You 
have decided to invest in the stock that has the highest expected return per unit of total risk. If the 
expected return and standard deviation of returns for Stock A are 10 percent and 25 percent, respec-
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g y
the rate of return you should expect to receive for each stock given each one’s systematic risk and 
decided that the expected return for both exceeds that predicted by CAPM by the same amount. In 

Solutions to Self-Study Problems
7.1 Part 1: E1cash flow2 5 10.5 3 2$152 1 10.5 3 $152 5 0

 �2
Cash flow 5 30.5 3 12$15 2 $022 4 1 30.5 3 1$15 2 $022 4 5 225

 Part 2: E1cash flow2 5 10.5 3 2$152 1 10.5 3 $202 5 $2.50
 �2

Cash flow 5 30.5 3 12$15 2 $2.5022 4 1 30.5 3 1$20 2 $2.5022 4 5 306.25
7.2 Th e expected return for CFI based on today’s stock price is ($12 2 $11)/$11 5 9.09 percent, which is 

lower than 20 percent. Since the stock price one year from today is fi xed, the only way that you will 
generate a 20 percent return is if the price of the stock drops today. Consequently, the price of the 
stock today must drop to $10. It is found by solving the following: 0.2 5 ($12 2 x)/x, or x 5 $10.

7.3 Since you know that 1.645 standard deviations around the expected return captures 90 percent of 
the distribution, you can set up either of the following equations:

$40 5 $50 2 1.645�  or  $60 5 $50 1 1.645�
 and solve for σ. Doing this with either equation yields:

� 5 $6.079 and �2 5 36.954
7.4 A comparison of the Sharpe Ratios for the two stocks will tell you which has the highest expected 

return per unit of total risk.

 SA 5
E1RA2 2 Rrf

�RA

5
0.10 2 0.05

0.25
5 0.20

 SB 5
E1RB2 2 Rrf

�RB

5
0.15 2 0.05

0.40
5 0.25

You should invest in Stock B because it has the highest expected return per unit of risk.
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SELF-STUDY PROBLEMS WITH 
SOLUTIONS

Five problems similar to the in-text 
Learning by Doing Applications follow 
the summary and provide additional 
examples with step-by-step solutions 
to help students further develop their 
problem-solving and computational 
skills.

s

Discussion Questions
 7.1 Suppose that you know the risk and the expected return for two stocks. Discuss the process you 

might utilize to determine which of the two stocks is a better buy. You may assume that the two 
stocks will be the only assets held in your portfolio.

 7.2 What is the diff erence between the expected rate of return and the required rate of return? What 
does it mean if they are diff erent for a particular asset at a particular point in time?

 7.3 Suppose that the standard deviation of the returns on the shares of stock at two diff erent compa-
nies is exactly the same. Does this mean that the required rate of return will be the same for these 
two stocks? How might the required rate of return on the stock of a third company be greater than 
the required rates of return on the stocks of the fi rst two companies even if the standard deviation 
of the returns of the third company’s stock is lower?

 7.4 Th e correlation between stocks A and B is 0.50, while the correlation between stocks A and C is 
20.5. You already own stock A and are thinking of buying either stock B or stock C. If you want 
your portfolio to have the lowest possible risk, would you buy stock B or C? Would you expect the 
stock you choose to aff ect the return that you earn on your portfolio?

 7.5 Th e idea that we can know the return on a security for each possible outcome is overly simplistic. 
However, even though we cannot possibly predict all possible outcomes, this fact has little bearing 
on the risk-free return. Explain why.
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DISCUSSION QUESTIONS

At least ten qualitative questions, 
called Discussion Questions, 
require students to think through 
their understanding of key concepts 
and apply those concepts to a 
problem.

xiv



  END OF PART ETHICS CASES
Ethics is an important topic in fi nance 
and this text addresses ethical issues 
in several ways. In Chapter 1, we 
introduce a framework for consider-
ation of ethical issues in corporate 
fi nance. Many ethical issues can be 
analyzed in the context of informa-
tional asymmetry between parties to 
a transaction, confl icts of interest, 

breaches of confi dentiality, and 
breaches of fi duciary duty (principal-
agent relationships); we highlight 
examples of such analysis through-
out the text. In addition, seven ethics 
cases are included throughout this 
book in order to help students better 
understand how to analyze ethical 
dilemmas in the context of the 
framework. Real company examples 

are presented, including timeless 
cases about Arthur Anderson and 
Martha Stewart’s scandal involving 
ImClone, and more timely topics 
such as the subprime mortgage 
crisis and the advent of sustainable 
living plans by corporations. Each 
case includes questions for follow-
up discussion in class or as an 
assignment.

Questions and Problems
 7.1 Returns: Describe the diff erence between a total holding period return and an expected return.
 7.2 Expected returns: John is watching an old game show rerun on television called Let’s Make 

a Deal in which the contestant chooses a prize behind one of two curtains. Behind one of the 
curtains is a gag prize worth $150, and behind the other is a round-the-world trip worth $7,200. 
Th e producer of the game show has placed a subliminal message on the curtain containing the 
gag prize, which makes the probability of choosing the gag prize equal to 75 percent. What is the 
expected value of the selection, and what is the standard deviation of that selection?

 7.3 Expected returns: You have chosen biology as your college major because you would like to be 
a medical doctor. However, you fi nd that the probability of being accepted to medical school is 
about 10 percent. If you are accepted to medical school, then your starting salary when you gradu-

BASIC >
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7.13 Expected returns: José is thinking about purchasing a soft  drink machine and placing it in a busi-
ness offi  ce. He knows that there is a 5 percent probability that someone who walks by the machine will 
make a purchase from the machine, and he knows that the profi t on each soft  drink sold is $0.10. If 
José expects a thousand people per day to pass by the machine and requires a complete return of his 
investment in one year, then what is the maximum price that he should be willing to pay for the soft  
drink machine? Assume 250 working days in a year, and ignore taxes and the time value of money.

7.14 Interpreting the variance and standard deviation: Th e distribution of grades in an intro-
ductory fi nance class is normally distributed, with an expected grade of 75. If the standard deviation 

INTERMEDIATE >
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QUESTIONS AND PROBLEMS

The Questions and Problems, 
numbering 26 to 48 per chapter, are 
primarily quantitative and are 
classifi ed as Basic, Intermediate, or 
Advanced.

QQQQQ

11.38 FITCO is considering the purchase of new equipment. Th e equipment costs $350,000, and an 
additional $110,000 is needed to install it. Th e equipment will be depreciated straight-line to zero 
over a fi ve-year life. Th e equipment will generate additional annual revenues of $265,000, and 
it will have annual cash operating expenses of $83,000. Th e equipment will be sold for $85,000 
aft er fi ve years. An inventory investment of $73,000 is required during the life of the investment. 
FITCO is in the 40 percent tax bracket, and its cost of capital is 10 percent. What is the project 
NPV?

 a. $47,818.
 b. $63,658.
 c. $80,189.
 d. $97,449.

CFA PROBLEMS >
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CFA PROBLEMS

Problems from CFA readings are 
included in the Question and Prob-
lem section in appropriate chapters.

7.27 David is going to purchase two stocks to form the initial holdings in his portfolio. Iron stock has 
an expected return of 15 percent, while Copper stock has an expected return of 20 percent. If 
David plans to invest 30 percent of his funds in Iron and the remainder in Copper, what will be the 
expected return from his portfolio? What if David invests 70 percent of his funds in Iron stock?

7.28 Peter knows that the covariance in the return on two assets is 20.0025. Without knowing the 
expected return of the two assets, explain what that covariance means.

ADVANCED<
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EXCEL PROBLEMS

Nearly all problems can be solved 
using Excel templates at the student 
Web site within WileyPLUS.

Sample Test Problems
7.1 Given the following information from Capstone Corporation, what price would the CAPM predict 

that the company’s stock will trade for one year from today?
Risk free rate: 3%
Market risk premium: 8%
Beta: 0.65
Current stock price: $64.61
Annual dividend: $1.92

7.2 You are considering investing in a mutual fund. Th e fund is expected to earn a return of 15 percent 
in the next year. If its annual return is normally distributed with a standard deviation of 6.5 percent, 
what return can you expect the fund to beat 95 percent of the time?

7.3 You have just invested in a portfolio of three stocks. Th e amount of money that you invested in each 
stock and its beta are summarized below. Calculate the beta of the portfolio and use the capital asset 
pricing model (CAPM) to compute the expected rate of return for the portfolio. Assume that the 
expected rate of return on the market is 15 percent and that the risk-free rate is 7 percent.

Stock Investment Beta
 A $200,000 1.50
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SAMPLE TEST PROBLEMS

Finally, fi ve or more Sample Test Problems call 
for straightforward applications of the chap-
ter concepts. These problems are intended 
to be representative of the kind of problems 
that may be used in a test, and instructors can 
encourage students to solve them as if they 
were taking a quiz. Solutions are provided in 
the Instructor’s Manual.

SSSSS
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New to This Edition
In revising Fundamentals of Corporate Finance we have improved the presentation 
and organization of key topics, added important new content, updated the text to 
refl ect changes in market and business conditions since the second edition was written, 
improved key in-chapter pedagogical features, and added to the number and quality 
of the end-of-chapter problem sets.

Improved Content, Presentation, and Organization
In preparing this edition of Fundamentals of Corporate Finance, we have exten-
sively edited discussions throughout the text, rearranged the order of material, and 
added new content to improve the depth and effectiveness of the presentation. For 
example, we have moved the discussion of capital rationing from Chapter 12 to 
Chapter 10. This change improves the fl ow of the text by presenting capital rationing 
concepts along with other general capital budgeting concepts, rather than in a 
chapter that otherwise focuses only on evaluating the economics of individual proj-
ects. In addition, we have incorporated a more complete discussion of forms of 
business organization into Chapter 1. This more complete discussion was previously 
only found in Chapter 18, a chapter that not all instructors have time to cover in an 
introductory course. The change makes it easier for instructors to expose students 
to the increasingly varied forms of business organization that we are seeing in prac-
tice. We have also added a new section to Chapter 12 that introduces the concept 
of the economic break-even point. This new section helps students better under-
stand how concepts that are presented earlier in the text can be used to assess the 
overall economic viability of a project.

Current Financial Market and Business Information
Throughout the text, all fi nancial market and business information for which more cur-
rent data are available have been updated. Not only have the exhibits been updated, 
but fi nancial values such as interest rates, risk premia, and foreign currency exchange 
rates have been updated throughout the discussions in text, in-text examples, and 
end-of-chapter problems. In addition, all of the chapter opener vignettes have either 
been replaced or updated. Two of these examples are from 2012, 13 are from 2013, 
and six are from 2014. All of the chapter openers provide timely examples of how the 
material covered in the chapter is relevant to fi nancial decision-making.

In-Chapter Features
The Learning Objectives at the beginning of each chapter have been revised to 
more fully refl ect the important content in the associated sections of the chapters.

New Building Intuition Boxes have been added where appropriate and existing 
Building Intuition Boxes have been edited to ensure clarity.

All Learning by Doing Applications have been reviewed and, where appropriate, 
updated or replaced.
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New to This Edition  xvii

All Decision-Making Examples have been reviewed and updated where necessary.

The Summary of Learning Objectives and Key Equations at the end of each chapter 
have been updated to refl ect changes in the chapter text and to improve the peda-
gogical value of these features.

Refi ned and Extended Problem Sets
We have carefully edited the end-of-chapter questions and problems throughout the 
book to ensure that the examples are current and clearly presented. New Self-Study 
Problems, Discussion Questions, and Questions and Problems have been added to 
ensure appropriate coverage of key concepts at all levels of diffi culty. In addition, 
more than a hundred new Sample Test Problems have been incorporated into the 
book in order to make these problems as representative of the key content in the 
book as possible. The total number of end-of-chapter questions and problems, in-
cluding self-study problems and self-test questions, for the entire text has increased 
to 1,196.



Instructor and Student Resources

Fundamentals of Corporate Finance, T ird Edition, features a 
full line of teaching and learning resources that were developed 
under the close review of the authors. Driven by the same basic 
beliefs as the textbook, these supplements provide a consistent 
and well-integrated learning system. T is hands-on package 
guides instructors through the process of active learning and 
provides them with the tools to create an interactive learning 
environment. With its emphasis on activities, exercises, and 
the Internet, the package encourages students to take an active 
role in the course and prepares them for decision making in a 
real-world context.

 WileyPLUS with ORION is a research-based, 
online environment for effective teaching and learning. 
WileyPLUS builds students’ confidence because it takes the 
guesswork out of studying by providing students with a 
clear roadmap: what to do, how to do it, if they did it right. 
This interactive approach focuses on:

Design: Research-based design is based on proven instruc-
tional methods. Content is organized into small, more acces-
sible amounts of information, helping students build better 
time management skills.

Engagement: Students can visually track their progress as they 
move through the material at a pace that is right for them. En-
gaging in individualized self-quizzes followed by immediate 
feedback helps to sustain their motivation to learn.

Outcomes: Self-assessment lets students know the exact out-
come of their ef ort at any time. Advanced reporting allows 
instructors to easily spot trends in the usage and performance 
data of their class in order to make more informed decisions.

With WileyPLUS, students will always know:

•  What to do: Features, such as the course calendar, help stu-
dents stay on track and manage their time more ef ectively.

•  How to do it: Instant feedback and personalized learning 
plans are available 24/7.

•  If they’re doing it right: Self-evaluation tools take the guess-
work out of studying and help students focus on the right 
materials.

WileyPLUS for Fundamentals of Corporate Finance, T ird Edition 
includes numerous valuable resources, among them:

• Animated Learning by Doing Applications
• Wiley Corporate Finance Video Collection
• Prerequisite Course Reviews
• Animated Tutorials
• Excel Templates and Spreadsheet Solutions
• Flashcards and Crossword Puzzles
• Problem Walkthrough Videos
• Narrated PowerPoint Review
• Student Study Guide
• Hot Topics Modules
• Learning Styles Survey

Book Companion Site—For Instructors.
An extensive support package, including print and technology 
tools, helps you maximize your teaching ef ectiveness. We of er 
useful supplements for instructors with varying levels of expe-
rience and dif erent instructional circumstances.

On this Web site instructors will f nd electronic versions of the 
Solutions Manual, Test Bank, Instructor’s Manual, Computer-
ized Test Bank, and other valuable resources: www.wiley.com/
college/Parrino.

Instructor’s Manual. Included for each chapter are lecture 
outlines, a summary of learning objectives and key equations, and 
alternative approaches to the material. T e Solutions Manual 
includes detailed solutions to the Before You Go On questions, 
Self-Study problems, Discussion Questions, and all of the 
Questions and Problems at the end of each chapter.

Test Bank. With over 2000 questions, the test bank allows 
instructors to tailor examinations according to study objec-
tives and dif  culty. Multiple-choice, true/false, and essay ques-
tions are included.

Computerized Test Bank. T e computerized test bank 
allows instructors to create and print multiple versions of the 
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same test by scrambling the order of all questions found in the 
Word version of the test bank. T e computerized test bank also 
allows users to customize exams by altering or adding new 
problems.

PowerPoint Presentations. T e PowerPoint presenta-
tions contain a combination of key concepts, f gures and tables, 
and problems and examples from the textbook as well as lec-
ture notes and illustrations.

Book Companion Site — For Students.
T e Fundamentals of Corporate Finance student Web site pro-
vides a wealth of support materials that will help students 
develop their conceptual understanding of class material and 
increase their ability to solve problems. On this Web site stu-
dents will f nd Excel templates, study tools, web quizzing, and 
other resources: www.wiley.com/college/Parrino.
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On May 24, 2012, Apollo Global Management, LLC, announced the completion of a 
$7.15 billion purchase of El Paso Corporation’s oil and gas exploration and production busi-
ness. T is business, which would become an independent company named EP Energy, had 
drilling rights on almost 3.3 million acres of land with oil and gas reserves at varying levels of 
development. EP Energy had been acquired by Apollo and several other investors through a 
leveraged buyout—a transaction in which the purchaser uses a lot of debt to help pay for the 
acquisition.

Why did the investors decide to purchase El Paso Corporation’s exploration and produc-
tion business, and how did the El Paso managers and the investment group arrive at the 
$7.15 billion price tag? Surely the investors did not plan to lose money. Apollo, a very successful 
investor in the energy sector, believed that EP Energy was an excellent investment even at a 
cost of $7.15 billion. Sam Oh, a partner at Apollo, stated, “We are delighted to partner with one 
of North America’s leading exploration and production franchises led by a world-class team of 
managers.” By taking advantage of the operational experience of 
the management team and by using a great deal of debt f nancing, 
EP Energy was expected to earn high returns for its investors.

Investors in leveraged buyouts like the EP Energy transaction 
use many of the concepts covered in this chapter and elsewhere in 
this book to create the most value possible. Managers of leveraged 
buyout f rms like Apollo are paid in a way that provides them with 
strong incentives to focus on value creation. T ey create value by 
investing in companies only when the benef ts exceed the cost, 
managing the assets of the companies they buy as ef  ciently as 
possible, and f nancing those companies with the least expensive 
combination of debt and equity. T is chapter introduces you to 
the key f nancial aspects of these activities, and the remainder of 
the book f lls in many of the details.

The Financial 
Manager and 
the Firm

Identify the key fi nancial decisions facing the 
fi nancial manager of any business.

Identify common forms of business 
organization in the United States and their 
respective strengths and weaknesses.

Describe the typical organization of the 
fi nancial function in a large corporation.

Explain why maximizing the value of the 
fi rm’s stock is the appropriate goal for 
management.

Discuss how agency confl icts affect the goal 
of maximizing stockholder value.

Explain why ethics is an appropriate topic in 
the study of corporate fi nance.
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2 CHAPTER 1   I   The Financial Manager and the Firm

This book provides an introduction to corporate fi nance. In 
it we focus on the responsibilities of the fi nancial manager, 
who oversees the accounting and treasury functions and sets 
the overall fi nancial strategy for the fi rm. We pay special 
attention to the fi nancial manager’s role as a decision maker. 
To that end, we emphasize the mastery of fundamental 
financial concepts and tools which are used to make 
sound fi nancial decisions that create value for stockholders. 
These fi nancial concepts and tools apply not only to business 
organizations but also to other venues, such as government 
entities, not-for-profi t organizations, and sometimes even 
our own personal fi nances.

We open this chapter by discussing the three major types of 
decisions that a fi nancial manager makes. We then describe 
common forms of business organization. After next discuss-
ing the major responsibilities of the fi nancial manager, we 
explain why maximizing the value of the fi rm’s stock is an ap-
propriate goal for a fi nancial manager. We go on to describe 
the confl icts of interest that can arise between stockholders 
and managers and the mechanisms that help align the inter-
ests of these two groups. Finally, we discuss the importance 
of ethical conduct in business.

CHAPTER PREVIEW

1.1 THE ROLE OF THE FINANCIAL MANAGER

LEARNING OBJECTIVE
T e f nancial manager is responsible for making decisions that are in the best interests of the 
f rm’s owners, whether the f rm is a start-up business with a single owner or a billion-dollar 
corporation owned by thousands of stockholders. T e decisions made by the f nancial man-
ager or owner should be one and the same. In most situations this means that the f nancial 
manager should make decisions that maximize the value of the owners’ stock. T is helps maxi-
mize the owners’ wealth, which is the economic value of the assets the owner possesses. Our 
underlying assumption in this book is that most people who invest in businesses do so because 
they want to increase their wealth. In the following discussion, we describe the responsibilities 
of the f nancial manager in a new business in order to illustrate the types of decisions that such 
a manager makes.

Stakeholders
Before we discuss the new business, you may want to look at Exhibit 1.1, which shows the cash 
f ows between a f rm and its owners (in a corporation, the stockholders) and various stake-
holders. A stakeholder is someone other than an owner who has a claim on the cash f ows of 
the f rm: managers, who want to be paid salaries and performance bonuses; other employees,
who want to be paid wages; suppliers, who want to be paid for goods or services they provide; 
creditors, who want to be paid interest and principal; and the government, which wants the 
f rm to pay taxes. Stakeholders may have interests that dif er from those of the owners. When 
this is the case, they may exert pressure on management to make decisions that benef t them. 
We will return to these types of conf icts of interest later in the book. For now, though, we are 
primarily concerned with the overall f ow of cash between the f rm and its stockholders and 
stakeholders.

It’s All About Cash Flows
To produce its products or services, a new f rm needs to acquire a variety of assets. Most 
will be long-term assets, which are also known as productive assets. Productive assets can 
be tangible assets, such as equipment, machinery, or a manufacturing facility, or intangible 
assets, such as patents, trademarks, technical expertise, or other types of intellectual capital. 
Regardless of the type of asset, the f rm tries to select assets that will generate the greatest cash 
f ows for the f rm’s owners. T e decision-making process through which the f rm purchases pro-
ductive assets is called capital budgeting, and it is one of the most important decision processes 
in a f rm.

stakeholder
anyone other than an 
owner (stockholder) with a 
claim on the cash fl ows of a 
fi rm, including employees, 
suppliers, creditors, and the 
government

productive assets
the long-term tangible and 
intangible assets a fi rm uses 
to generate cash fl ows

1

wealth
the economic value of the 
assets someone possesses
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 Once the managers of a f rm have selected the f rm’s productive assets, they must raise 
money to pay for them. Financing decisions determine the ways in which f rms obtain and 
manage long-term f nancing to acquire and support their productive assets. T ere are two 
basic sources of funds: debt and equity. Every f rm has some equity because equity represents 
ownership in the f rm. It consists of capital contributions by the owners plus cash f ows that 
have been reinvested in the f rm. In addition, most f rms borrow from a bank or issue some 
type of long-term debt to f nance productive assets.
 Af er the productive assets have been purchased and the business is operating, the manag-
ers of the f rm will try to produce products at the lowest possible cost while maintaining qual-
ity. T is means buying raw materials at the lowest possible cost, holding production and labor 
costs down, keeping management and administrative costs to a minimum, and seeing that 
shipping and delivery costs are competitive. In addition, day-to-day f nances must be managed 
so that the f rm will have suf  cient cash on hand to pay salaries, purchase supplies, maintain 
inventories, pay taxes, and cover the myriad of other expenses necessary to run a business. 
T e management of current assets, such as money owed by customers who purchase on credit, 
inventory, and current liabilities, such as money owed to suppliers, is called working capital 
management.1
 A f rm generates cash f ows by selling the goods and services it produces. A f rm is suc-
cessful when these cash inf ows exceed the cash outf ows needed to pay operating expenses, 
creditors, and taxes. Af er meeting these obligations, managers of the f rm can pay the remain-
ing cash, called residual cash f ows, to the owners as a cash dividend, or reinvest the cash in 
the business. T e reinvestment of residual cash f ows in the business to buy more productive 
assets is a very important concept. If these funds are invested wisely, they provide the founda-
tion for the f rm to grow and provide larger residual cash f ows in the future for the owners. 
T e reinvestment of cash f ows (earnings) is the most fundamental way that businesses grow in 
size. Exhibit 1.1 illustrates how the revenue generated by productive assets ultimately becomes 
residual cash f ows.

residual cash f ows
the cash remaining after a fi rm 
has paid operating expenses 
and what it owes creditors and 
in taxes; can be paid to the 
owners as a cash dividend or 
reinvested in the business

EXHIBIT 1.1
Cash Flows Between the 
Firm and Its Stakeholders 
and Owners (Stockholders)

A. Making business decisions 
is all about cash fl ows, because 
only cash can be used to pay 
bills and buy new assets. Cash 
initially fl ows into the fi rm as a 
result of the sale of goods or 
services. These cash infl ows 
are used in a number of ways: 
to pay wages and salaries, to 
buy supplies, to repay 
creditors, and to pay taxes.
B. Any cash that is left over 
(residual cash fl ows) can be 
reinvested in the business 
or paid as dividends to 
stockholders.

Cash paid as
wages and salaries

Cash paid to
suppliers

Cash paid as
interest and principal

Cash paid
as taxes

Cash flows are generated
by productive assets
through the sale of
goods and services

A

B

Management
invests in assets

such as:

• Current assets
Cash
Inventory
Accounts
receivable

• Productive assets 
Plant
Equipment
Buildings
Technology
Patents

Dividends paid to
stockholders

Managers
and other

employees

Suppliers

Creditors

Government

Stockholders

Cash flows reinvested
in business

Stakeholders and
StockholdersThe Firm

Residual cash flows

1From accounting, current assets are assets that will be converted into cash within one year, and current liabilities are 
liabilities that must be paid within one year.
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 A f rm is unprof table when it fails to generate 
suf  cient cash inf ows to pay operating expenses, 
creditors, and taxes. Firms that are unprof table 
over time will be forced into bankruptcy by their 
creditors if the owners do not shut them down f rst. 
In bankruptcy the company will be reorganized or 
the company’s assets will be liquidated, whichever 
is more valuable. If the company is liquidated, cred-
itors are paid in a priority order according to the 
structure of the f rm’s f nancial contracts and pre-
vailing bankruptcy law. If anything is lef  af er all 
creditor and tax claims have been satisf ed, which 
usually does not happen, the remaining cash, or 
residual value, is distributed to the owners.

Three Fundamental Decisions in Financial Management
Based on our discussion so far, we can see that f nancial managers are concerned with three 
fundamental decisions when running a business:

1. Capital budgeting decisions: Identifying the productive assets the f rm should buy.
2. Financing decisions: Determining how the f rm should f nance or pay for assets.
3. Working capital management decisions: Determining how day-to-day f nancial matters 

should be managed so that the f rm can pay its bills, and how surplus cash should be 
invested.

Exhibit 1.2 shows the impact of each decision on the f rm’s balance sheet. We brief y introduce 
each decision here and discuss them in greater detail in later chapters.

bankruptcy
legally declared inability of an 
individual or a company to pay 
its creditors

BUILDING 
Intuition
  CASH FLOWS MATTER MOST TO INVESTORS

 Cash is what investors ultimately care about 
 when making an investment. The value of any 
asset—a share of stock, a bond, or a business—is determined by the 
cash fl ows it is expected to generate in the future. To understand this 
concept, just consider how much you would pay for an asset from which 
you could never expect to obtain any cash fl ows. Buying such an asset 
would be like giving your money away. It would have a value of exactly 
zero. Conversely, as the expected cash fl ows from an investment increase, 
you would be willing to pay more and more for it.

Current assets
(including cash,
inventory, and

accounts receivable)

Current liabilities
(including short-term 

debt and
accounts payable)

Working capital
management decisions
deal with day-to-day financial
matters and affect current
assets, current liabilities, and
net working capital.

Capital budgeting
decisions
determine what long-term
(productive) assets the firm
will purchase.

Financing decisions
determine the firm’s
capital structure—the
combination of long-term
debt and equity that will
be used to finance the
firm’s long-term productive
assets and net working 
capital.

Long-term debt
(debt with a

maturity of over
one year)

Stockholders’
equity

Long-term
assets

(productive assets,
which may be

tangible or intangible)

Liabilities and EquityAssets

Balance Sheet

Net working capital—the
difference between current
assets and current liabilities

EXHIBIT 1.2
How the Financial Manager’s 
Decisions Affect the Balance 
Sheet

Financial managers are con-
cerned with three fundamental 
types of decisions: capital 
budgeting decisions, fi nancing 
decisions, and working capital 
management decisions. Each 
type of decision has a direct 
and important effect on the 
fi rm’s balance sheet and, 
ultimately, the success or 
failure of the fi rm.
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Capital Budgeting Decisions
A f rm’s capital budget is simply a list of the productive (capital) assets that management wants 
to purchase over a budget cycle, typically one year. T e capital budgeting decision process 
addresses which productive assets the f rm should purchase and how much money the f rm 
can af ord to spend. As shown in Exhibit 1.2, capital budgeting decisions af ect the asset side 
of the balance sheet and are concerned with a f rm’s long-term investments. Capital budgeting 
decisions, as we mentioned earlier, are among management’s most important decisions. Over 
the long run, they have a large impact on the f rm’s success or failure. T e reason is twofold. 
First, capital (productive) assets generate most of the cash f ows for the f rm. Second, capital 
assets are long term in nature. Once they are purchased, the f rm owns them for a long time, 
and they may be hard to sell without taking a f nancial loss.
 T e fundamental question in capital budgeting is this: Which productive assets should the 
f rm purchase? A capital budgeting decision may be as simple as a movie theater’s decision to 
buy a popcorn machine or as complicated as Boeing’s decision to invest more than $6 billion 
to design and build the 787 Dreamliner passenger jet. Capital investments may also involve 
the purchase of an entire business, such as Google’s purchase of the mobile sof ware company 
Bump in May 2013.
 Regardless of the project, a good capital investment is one in which the benef ts are worth 
more to the f rm than the cost of the asset. For example, in August 2012 Verizon Communica-
tions received government approval to purchase wireless spectrum (the right to use radio 
frequencies over which voice and data signals are sent) from a group of cable companies for 
$3.9 billion. Presumably, Verizon expects that the investment will produce a stream of cash 
f ows worth more than that. Suppose Verizon estimates that in terms of the current market 
value, the future cash f ows from the wireless spectrum purchase are worth $5 billion. Is the 
purchase a good deal for Verizon? T e answer is yes because the value of the expected cash 
f ow benef ts from the purchase exceeds the cost by $1.1 billion ($5.0 billion 2 $3.9 billion 5 
$1.1 billion). If the purchase of the wireless spectrum works out as planned, the value of Verizon 
will be increased by $1.1 billion!
 Not all investment decisions are successful. 
Just open the business section of any newspaper on 
any day, and you will f nd stories of bad decisions. 
For example, Universal Picture’s 2009 comedy 
Land of the Lost reportedly cost over $140 million 
in production and advertising expenses, but made 
only $69.5 million in worldwide box of  ce re-
ceipts. Even with U.S. DVD sales of approximately 
$18 million, the overall cash f ows from sales of 
the movie did not come close to covering its up-
front costs. When, as in this case, the cost exceeds 
the value of the future cash f ows, the project will 
decrease the value of the f rm by that amount.

Financing Decisions
Financing decisions determine how f rms raise cash to pay for their investments, as shown in 
Exhibit 1.2. Productive assets, which are long term in nature, are f nanced by long-term bor-
rowing, equity investment, or both. Financing decisions involve trade-of s between the advan-
tages and disadvantages of these f nancing alternatives for the f rm.
 A major advantage of debt f nancing is that debt payments are tax deductible for many 
corporations. However, debt f nancing increases a f rm’s risk because it creates a contractual 
obligation to make periodic interest payments and, at maturity, to repay the amount that is 
borrowed. Contractual obligations must be paid regardless of the f rm’s operating cash f ow, 
even if the f rm suf ers a f nancial loss. If the f rm fails to make payments as promised, it 
defaults on its debt obligation and could be forced into bankruptcy.
 In contrast, equity has no maturity, and there are no guaranteed payments to equity inves-
tors. In a corporation, the board of directors has the right to decide whether dividends should 
be paid to stockholders. T is means that if a dividend payment is reduced or omitted altogether, 

SOUND INVESTMENTS ARE THOSE WHERE 
THE VALUE OF THE BENEFITS EXCEEDS 
THEIR COST

Financial managers should invest in a capital project 
only if the value of its future cash fl ows exceeds the cost of the project 
(benefi ts . cost). Such investments increase the value of the fi rm and 
thus increase stockholders’ (owners’) wealth. This rule holds whether 
you’re making the decision to purchase new machinery, build a new 
plant, or buy an entire business.

BUILDING 
Intuition
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the f rm will not be in default. Unlike interest pay-
ments, however, dividend payments to stockhold-
ers are not tax deductible.
 T e mix of debt and equity on the balance 
sheet is known as a f rm’s capital structure. T e 
term capital structure is used because long-term 
funds are considered capital, and these funds are 
raised in capital markets—f nancial markets 
where equity and debt instruments with maturities 
greater than one year are traded.

Working Capital Management Decisions
Management must also decide how to manage the f rm’s current assets, such as cash, inventory, 
and accounts receivable, as well as its current liabilities, such as trade credit and accounts pay-
able. T e dollar dif erence between a f rm’s total current assets and its total current liabilities is 
called its net working capital, as shown in Exhibit 1.2. As mentioned earlier, working capital 
management is the day-to-day management of the f rm’s short-term assets and liabilities. T e 
goals of managing working capital are to ensure that the f rm has enough cash to pay its bills 
and invest any spare cash to earn interest.
 T e mismanagement of working capital can cause a f rm to default on its debt and go 
into bankruptcy, even though, over the long term, the f rm may be prof table. For example, a 
f rm that makes sales to customers on credit but is not diligent about collecting the accounts 
receivable can quickly f nd itself without enough cash to pay its bills. If this condition becomes 
chronic, creditors can force the f rm into bankruptcy if the f rm is not able to obtain alternative 
f nancing.
 A f rm’s prof tability can also be af ected by its inventory level. If the f rm has more inven-
tory than it needs to meet customer demands, it has too much capital tied up in assets that are 
not earning cash. Conversely, if the f rm holds too little inventory, it can lose sales because it 
does not have products to sell when customers want them. Management must therefore deter-
mine the optimal inventory level.

capital structure
the mix of debt and equity 
that is used to fi nance a fi rm

capital markets
fi nancial markets where equity 
and debt instruments with 
maturities greater than one 
year are traded

net working capital
the dollar difference between 
total current assets and total 
current liabilities

1.2 FORMS OF BUSINESS ORGANIZATION
LEARNING OBJECTIVE

Firms are organized in a number of dif erent ways in the United States. In this section we 
discuss some of the more common forms of organization and the factors that business owners 
consider when they choose which to use. Exhibit 1.3 summarizes key characteristics of com-
mon forms of business organization.

Sole Proprietorships
A sole proprietorship is a business that is owned by a single person. Its life is limited to the 
period that the owner (proprietor) is associated with the business because there is no ownership 
interest that can be transferred to someone else—there is no stock or other such interest that can 

sole proprietorship
a business owned by a single 
person

2

1.  What are the three basic types of fi nancial decisions managers must make?

2.  Explain why you would make an investment if the value of the expected cash 
fl ows exceeds the cost of the project.

3.  Why are capital budgeting decisions among the most important decisions in 
the life of a fi rm?

BEFORE  YOU GO ON>

BUILDING 
Intuition
  FINANCING DECISIONS AFFECT 

THE VALUE OF THE FIRM

 How a fi rm is fi nanced with debt and equity 
affects the value of the fi rm. The reason is that the mix between debt 
and equity affects the taxes the fi rm pays and the probability that the fi rm 
will go bankrupt. The fi nancial manager’s goal is to determine the com-
bination of debt and equity that minimizes the cost of fi nancing the fi rm.
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be sold. A sole proprietorship ceases to exist when the proprietor stops being involved with the 
business. Many small businesses in the United States are organized this way.
 A sole proprietorship is the simplest and least expensive form of business to set up and 
is the least regulated. To start a sole proprietorship, all you have to do is obtain the business 
licenses required by your local and state governments.
 T e ownership structure of a sole proprietorship has both advantages and disadvantages. 
Among the advantages is the fact that the proprietor does not have to share decision-making 
authority with anyone and can run the business as he or she chooses.
 T ere are several disadvantages related to the fact that there is no stock or other owner-
ship interest to sell. First, the amount of equity capital that can be raised to f nance the business 
is limited to the owner’s personal wealth. T is can restrict growth for the business unless the 
proprietor is very wealthy. Second, it can be more costly to transfer ownership. T e proprietor 
must sell the assets of the business directly, rather than indirectly through the sale of an own-
ership interest in an operating business. T e business must essentially be re-established every 
time it is sold. T ird, because the proprietor provides all of the equity capital and manages the 
business, there is no separation of the management and investment roles. T is limits the ability 
of good managers to form a business if they do not also have capital to invest. Fourth, it is not 
possible to provide employees with compensation in the form of ownership interests, such as 
stock or stock options, which can help motivate them to work harder.
 Another disadvantage of a sole proprietorship is that proprietor faces unlimited liability. 
If someone is harmed by the business, the proprietor’s liability extends beyond the money in-
vested in the business. T e proprietor can lose some or all of his or her personal wealth too.

EXHIBIT 1.3 Characteristics of Different Forms of Business Organization

Choosing the appropriate form of business organization is an important step in starting a business. This exhibit compares key 
characteristics of the most popular forms of business organization in the United States.

Sole
Partnership Corporation Limited Liability

Partnership (LLP) or
Proprietorship General Limited S-Corp. C-Corp. Company (LLC)

Cost to establish Inexpensive More costly More costly More costly More costly More costly

Life of entity Limited Flexible Flexible Indef nite Indef nite Flexible

Control by founder 
over business 
decisions

Complete Shared Shared Depends on 
ownership

Depends on 
ownership

Shared

Access to capital Very limited Limited Less limited Less limited Excellent Less limited

Cost to transfer 
ownership

High High High High Can be low High

Separation of 
management and 
investment

No No Yes Yes Yes Yes

Potential owner/
manager conf icts

No No Some Potentially 
high

Potentially 
high

Some

Ability to provide 
incentives to attract 
and retain high-
quality employees

Limited Good Good Good Good Good

Liability of owners Unlimited Unlimited  Unlimited for 
general partner

Limited Limited Limited

Tax treatment of 
income

Flow-through Flow-through Flow-through Flow-through Double tax As elected

Tax deductibility of 
owner benef ts

Limited Limited Limited Limited Less limited Limited
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 Finally, prof ts from a sole proprietorship f ow through to the sole proprietor’s personal 
tax return, meaning that the business does not pay taxes before prof ts are distributed to the 
owner. Because the business is not subject to income taxes, prof ts are not subject to double-
taxation as is a C-corporation (described later). T ere are limitations on tax deductions for 
personal expenses, such as those associated with health insurance, but the costs of these 
limitations are of en outweighed by the benef ts from the f ow-through of prof ts in a sole 
proprietorship.

Partnerships
A partnership consists of two or more owners who have joined together legally to manage a 
business. To form a partnership, the owners (partners) enter into an agreement that details 
how much capital each partner will invest in the partnership, what their management roles 
will be, how key management decisions will be made, how the prof ts will be divided, and 
how ownership will be transferred in case of specif ed events, such as the retirement or death 
of a partner. A general partnership is a partnership in which all of the partners are owners of 
(investors in) the business and active in managing it. In contrast, a limited partnership has 
both general partners, who are owners and managers, and limited partners, who are owners, 
but not managers.
 Partnerships are more costly to form than sole proprietorships because the partners must 
hire an attorney to draw up and maintain the partnership agreement, which specif es the nature 
of the relationships between or among the partners. On the other hand, partnership agree-
ments can be amended to allow for the business to continue when a partner leaves. T e ability 
to make the life of a business independent of that of the partners increases the liquidity of the 
ownership interests, making it easier to raise capital and less costly for the partners to sell their 
interests at an attractive price.
 Many of the other advantages and disadvantages of a general partnership are similar to 
those of a sole proprietorship. A key disadvantage of a general partnership is that, like the pro-
prietor in a sole proprietorship, all partners have unlimited liability. T is liability can be even 
worse than in a sole proprietorship because a general partner can be held liable for all of the 
partnership’s debts and other obligations, regardless of what proportion of the business he or 
she owns or how the debt or other obligations were incurred.
 T e problem of unlimited liability is avoided for some partners in a limited partnership 
because limited partners can generally only lose the amount of money that they have invested 
in the business. In a limited partnership one or more general partners have unlimited liability 
and actively manage the business, while each limited partner is liable for business obligations 
only up to the amount of capital he or she invested in the partnership. In other words, the lim-
ited partners have limited liability. To qualify for limited partner status, a partner cannot be 
actively engaged in managing the business.

Corporations
Most large businesses are organized as corporations. A corporation is a legal entity authorized 
under a state charter. In a legal sense, it is a “person” distinct from its owners. For example, 
corporations can sue and be sued, enter into contracts, borrow money, and own assets. T ey 
can also be general or limited partners in partnerships, and they can own stock in certain types 
of other corporations. Because a corporation is an entity that is distinct from its owners, it can 
have an indef nite life. Corporations hold the majority of all business assets and generate the 
majority of business revenues and prof ts in the United States. T e owners of a corporation are 
its stockholders.
 Starting a corporation is more costly than starting a sole proprietorship. For example, it 
requires writing articles of incorporation and by-laws that conform to the laws of the state of 
incorporation. T ese documents spell out the name of the corporation, its business purpose, 
its intended life span (unless explicitly stated otherwise, the life is indef nite), the amount of 
stock to be issued, and the number of directors and their responsibilities. Over the life of a suc-
cessful business, these costs are not very important. However, to a cash-strapped entrepreneur, 
they can seem substantial.

partnership
two or more owners who have 
joined together legally to 
manage a business and share 
its profi ts

limited liability
the legal liability of an investor 
is limited to the amount of 
capital invested in the business

corporation
a legal entity formed and 
authorized under a state 
charter; in a legal sense, a 
corporation is a “person” 
distinct from its owners
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 On the other hand, the corporate form of organization has several advantages. For ex-
ample, shares in a corporation can be sold to raise capital from investors who are not involved 
in the business. T is can greatly increase the amount of capital that can be raised to fund the 
business.
 Another major advantage of a corporation is that stockholders have limited liability for 
debts and other obligations. Owners of corporations have limited liability because corpora-
tions are legal persons that take actions in their own names, not in the names of individual 
owners.
 An S-corporation is a form of corporation that can be used by private businesses that meet 
certain requirements. An S-corporation can have only one class of stock and cannot have more 
than one hundred stockholders or any stockholders that are corporations or nonresident alien 
investors. In contrast, a C-corporation, which is the form used by public corporations, does not 
face such limits.
 While there are more restrictions on S-corporations, there are also advantages. Specif -
cally, all prof ts earned by an S-corporation pass directly to the stockholders, just as they pass 
to a sole proprietor or the partners in a partnership. T is means that no taxes are paid at the 
corporate level.
 In contrast, a major disadvantage of a C-corporation is that it must pay taxes on the in-
come it earns. If the corporation pays a cash dividend, the stockholders must also pay taxes on 
the dividends they receive. T us, the owners of C-corporations are subject to double taxation—
f rst at the corporate level and then at the personal level when they receive dividends.
 Corporations can be classif ed as public or private. Most large companies prefer to operate 
as public corporations because large amounts of capital can be raised in public markets at 
a relatively low cost. Public markets, such as the New York Stock Exchange (NYSE) and 
NASDAQ, are regulated by the Securities and Exchange Commission (SEC).2
 In contrast, privately held, or closely held, corporations are owned by a small number 
of investors, and their shares are not traded publicly. When a corporation is f rst formed, the 
common stock is of en held by a few investors, typically the founder, a small number of key 
managers, and f nancial backers. Over time, as the company grows in size and needs larger 
amounts of capital, management may decide that the company should “go public” in order to 
gain access to the public markets. Not all privately held corporations go public, however.

Limited Liability Partnerships and Companies
Historically, law f rms, accounting f rms, investment banks, and other professional groups 
were organized as sole proprietorships or partnerships. For partners in these f rms, all income 
was taxed as personal income, and general partners had unlimited liability for all debts and 
other obligations of the f rm. It was widely believed that in professional partnerships, such 
as those of attorneys, accountants, or physicians, the partners should be liable individually 
and collectively for the professional conduct of each partner. T is structure gave the partners 
an incentive to monitor each other’s professional conduct and discipline poorly performing 
partners, resulting in a higher quality of service and greater professional integrity. Financially, 
however, misconduct by one partner could result in disaster for the entire f rm. For example, 
a physician found guilty of malpractice exposes every partner in the medical practice to f nan-
cial liability, even if the others never treated the patient in question.
 In the 1980s, because of sharp increases in the number of professional malpractice cases 
and large damages awards in the courts, professional groups began lobbying state legislators to 
create hybrid forms of business organization. One such hybrid is known as a limited liability 
partnership (LLP). An LLP combines some of the limited liability characteristics of a corpo-
ration with the tax advantage of a partnership. While liability varies from state to state, LLP 
partners in general have more limited liability than general partners in regular partnerships. 
Typically, they are not personally liable for any other partner’s malpractice or professional 
misconduct. Like regular partnerships, income to the partners of an LLP is taxed as personal 
income.
 A limited liability company (LLC) is another hybrid form of organization that is be-
coming increasingly common. Like LLPs, LLCs have benef ted founders of many businesses 

public markets
markets regulated by the 
Securities and Exchange 
Commission in which 
securities such as stocks and 
bonds are publicly traded

privately held, or closely 
held, corporations
corporations whose stock 
is not traded in the public 
markets

2We examine the public and private markets in more detail in Chapters 2 and 15.

limited liability partnership 
(LLP) and limited liability 
company (LLC)
hybrid business organizations 
that combine some of the 
advantages of corporations 
and partnerships; in general, 
income to the partners 
is taxed only as personal 
income, but the partners have 
limited liability

Visit the Web sites of the 
NYSE and NASDAQ at 
http://www.nyse.com and 
http://www.nasdaq.com 
to get more information 
about market activity.




